STATE OF MICHIGAN

JENNIFER M. GRANHOLM DEPARTMENT OF TREASURY ROBERT J. KLEINE

GOVERNOR LLANSING STATE TREASURER
DATE: April 22, 2009
TO: Jennifer M. Granholm, Governor

FROM: Robert J. Kleine, State Treasurer Qa K
SUBJECT: Preliminary Review of the City of Ecorse
[. Background

On March 17, 2009, pursuant to a request by the Ecorse Board of Education, the Department of
Treasury commenced a preliminary review of the finances of the City of Ecorse to determine whether
or not a serious financial problem existed. Section 12(1) of Public Act 72 of 1990, the Local Gov-
emment Fiscal Responsibility Act, requires that a preliminary review be conducted if one or more of
the conditions enumerated therein occurs. The preliminary review of the City of Ecorse resulted
from the conditions enumerated in subdivision (m) of Section 12(1) having occurred within the

City.!

During the week of March 17, 2009, Treasury staff met with various City officials, including Er-
win L. Hollenquest, the City’s Controller; Rhonda Major, the City’s Deputy Treasurer; and repre-
sentatives from the City’s current auditing firm of Martin, Arrington, Desai, & Meyers, P.C.

As summarized below, based upon information received and considered as part of the preliminary
review -- including the recurring inability of the City to distribute property taxes timely, an improper
reliance upon interfund borrowing from restricted revenues to cover operating expenses, the inability
of City officials to file financial audit reports timely, recurrent accumulated deficit spending, and un-
resolved material, internal control deficiencies - I conclude that a serious financial problem does cx-
ist in the City of Ecorse and recommend appointment of a financial review team. Appointment of a
financial review team is a prerequisite step in the Act 72 process to the appointment of an emergency

financial manager.
[1. Preliminary Review Findings
The preliminary review found the following:

e For the 12-month period from March 2008 to February 2009, the City received over $17 mil-
lion in property tax collections. During a typical year, City collections for its own operations are

' Subdivision (m) provides that “[t]he local government is delinquent in the distribution of tax revenues, as required
by law, that it has collected for another taxing jurisdiction, and that taxing jurisdiction requests a preliminary re-
view”.
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approximately $7 million. However, during the 12-month period in question, the City trans-
ferred approximately $9.6 million to its general fund and payroll account. In effect, the City
borrowed $2.6 million, which it had collected on behalf of other taxing units of government,
and used that amount to fund its own operations. This borrowing resulted in an untimely dis-
bursement of those taxes by the City to the other taxing units of government in violation of Pub-
lic Act 206 of 1893, the General Property Tax Act.

For example, during July 2008, it is estimated that the City collected over $1.6 million in prop-
erty taxes for the Ecorse School District. However, a payment of only $1,250,000 was made
by the City to the School District on August 14, 2008. Similarly, during August 2008, it is es-
timated that the City collected more than $1 million in property taxes for the School District.
However, the preliminary review found no evidence of any disbursements to the School District
until October 1, 2008, and then only in the amount of $500,000.

e The City faces significant cash-tflow shortages, reflected by negative cash balances in various
funds, and transfers to the general fund from the current tax collection fund and from other re-
stricted funds such as the major street fund and local street fund. These transfers represent un-
authorized interfund borrowing resulting in fewer resources for the funds [rom which monies
were borrowed. Because the City has not yet filed a financial audit for its most recently com-
pleted fiscal year, the preliminary review was unable to determine the precisec amount of any
interfund borrowing for the period July 1, 2007 through June 30, 2008. However during the
City’s 2007 fiscal year, for example, its general fund borrowed $333,132 and $231,538 from the
major street fund and the local strect fund, respectively.

¢ For the last six fiscal years, the City has not filed timely annual audit reports with the Department
of Treasury as required by Public Act 2 of 1968, the Uniform Budgeting and Accounting Act:

Fiscal Yecar Ending Due date Date Filed

June 30, 2003 December 31, 2003 February 24, 2004
June 30, 2004 December 31, 2004 March 31, 2005
June 30, 2005 December 31, 2005 April 12,2006
June 30, 2006 Deccember 31, 2006 November 19, 2007
June 30, 2007 December 31, 2007 September 11, 2008
June 30, 2008 December 31, 2008 Not Yet Filed

* Annual gencral fund expenditures of the City have consistently exceeded general fund revenues,
resulling in accumulated deficits. See Attachment 1. Deficit elimination plans required by Public
Act 140 of 1971, the Glenn Steil State Revenue Sharing Act of 1971, have not eliminated the defi-
cits. No deficit elimination plan was filed for 2006. The City did file a deficit elimination plan
on October 25, 2008, for the fiscal year ending June 30, 2007. However, the Department of Treasury
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CC:

did not certify the plan because it did not provide adequate assurances that the deficits would be
eliminated. As reflected in Attachment 1, the City’s general fund has consistently operated in a
deficit condition since at least 2004. (The $1,495,441 operating surplus for the 2004 fiscal year
is an aberration; it reflects a one-time, $2.4 million litigation-related payment from a corporate
taxpayer, but for the receipt of which there would have been an operating deficit.) In regards to
deficits in City funds other than the general fund, the City appears to be making progress in their
reduction and eventual elimination.

For several years, the City has had recurring internal control deficiencies in regards to its fi-
nancial operations. The City’s audit firm noted in the 2007 fiscal year audit that “[i]n auditing
the financial statements for the year ended June 30, 2007, we encountered some of the same
deficiencies as referred to in our management letters related to the audits for the years ended
June 30, 2006 and June 30, 2005. Some of the following comments have also been noted in
prior auditors management letters related to the audits for the years ended June 30, 2004 and
2003.” The audit firm also indicated the following:

We noted that the City has virtually no formal internal controls and review proc-
esses that have been designed, documented, adopted, implemented, reviewed, and
maintained. As a result, the City is consistently not prepared for its annual audit and
is often not in a position to adequately assess and correct or update its own account-
ing operations and transactions in a timely and complete manner. These include
such areas as internal analytical review of all of its own transactions monthly, abil-
ity to prepare accurate and timely balances which the City can compare against
budgets to know where the City stands financially on a monthly basis and not have
to wait until after the annual external audit is complete to actually be sure, perform
monthly close-outs of the accounting books and records, preparing monthly com-
plete financial statements for council review, etc.

There is no evidence to suggest that City officials have resolved the ongoing issues of internal con-
trols deficiencies during the 2008 fiscal year (for which an audit has not yet been filed), or for
the current fiscal year. These recurring issues include, but are not limited to: the lack of a capi-
tal asscts schedule, recurring deficit spending, component units not being presented, bank recon-
ciliations not being performed timely, the general ledger not being reviewed for accuracy, and
incorrect general ledger entries nceding material audit adjustments.

Attachments

Valdemar I.. Washington, Deputy State Treasurer
fatderick Teaden, Director, Bureau of Local Government Services
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